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ABSTRACT 
Bank management is essentially risk management. Bankers need to 
consider their risk both in the context of individual loans and their loan portfolio. 
International concerns about credit concentration were voiced by the Basle 
Committee on Banking Supervision in 1991. This project, besides examines the 
various risk management issues in commercial loans, places particular emphasis 
on loan concentration. 
A survey was carried out of all licensed banks in the territory in an attempt 
to reveal loan diversification policies and strategies in Hong Kong. The study 
examines issues on loan concentration policy, diversification objectives and 
strategies, risk control techniques and foreign exchange exposure. It was found 
that formal loan diversification policies are very common in the banking industry 
(83% of survey respondents). Most of the survey respondents reported they had 
established objectives for diversifying their loan portfolio to limit risk and potential 
credit losses (95% in both issues), and achieve profit goals (82%). Setting limits 
on borrowers being the most common loan diversification strategy (88%). 
However, setting limits on product is highly discouraged (only 12% respondents 
think it is important, 88% think it is unimportant or not applicable). Banks 
achieve their loan diversification objectives through tighter approval requirements 
(88%) and educating their loan officers and borrowers (75%). When compared 
with US banks, banks in Hong Kong tend to focus more on short term 
policies/considerations. The process of loan diversification in Hong Kong also 
tends to focus on the management of the credit quality of individual loans rather 
than on loan portfolios. In addition, bankers place emphasises on limiting the risk 
of individual borrowers and on maintaining tight loan approval requirements. 
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In the most recent ten to twenty years, Hong Kong has experienced rapid 
economic development. Banks play an important role in promoting business in 
our free-enterprise system. Today, the finance and insurance sector constitute 
about 20 percent of our gross domestic product (see Hong Kong Annual Report 
1993). Functionally, commercial banks bring into being the most important 
ingredient of the money supply, demand deposits, through the creation of credit 
in the form of loans and investments. Although many other banking services have 
evolved, commercial loans are the major line of business and constitute over 
eighty percent on the asset side of the balance sheet of all licensed banks in Hong 
Kong (including inter-bank lending, see table A.l). 
Risk management is the fundamental in bank management. Banks accept 
risk in order to earn profits. They must balance the various alternative strategies 
in terms of their risk and return characteristics with the goal of maximizing 
shareholder wealth. The number one problem facing many banks today is the 
erosion of the quality of their loan base, often resulting in massive loan losses or 
heavy provisions for future expected losses. In the US, it is interesting to find that 
the most common problem leading to excessive loan losses is the over-
concentration of lending exposure (See Barbara (1993)). 
In a paper on large credit exposures, the governors of the group of 10 
countries (G-lO)i observed that "Diversification of risk is a key precept in 
banking. A significant proportion of major bank failures has been due to credit 
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risk concentration of one kind or another." (See Basle Committee (1991)) It is 
understood that credit concentration is being given considerable attention by the 
world's leading industrial nations. 
Recognizing the increasing risk in commercial loan portfolios, this project 
tries to examine the various risk management issues in commercial lending. In 
particular, loan concentration problem is addressed. A survey is carried out in 
this study of all licensed banks in Hong Kong to reveal existing loan 
diversification policies and strategies. In carrying out the study, this project is 
structured as follows: 
Chapter 2 addresses risk management issues in commercial loans. 
Chapter 3 explains the methodology of the research and its limitations. 
Chapter 4 presents the survey findings and analysis. The results are partly 
compared with a similar study in the U.S. 
Chapter 5 the concluding chapter, further discusses the implications of the 
findings. 
iThe G-10 countries include the U.S., Belgium, Canada, France, Germany, Italy, 





Grouping of loans 
In today's economy, bank loans are made to diverse groups for a variety 
of purposes, for different time periods and under different loan conditions such as 
interest rates, collateral, and repayment schedules. To understand how a bank 
manages its loans, the first thing we need to know is how banks group their loans. 
The definition of a loan type is especially important when a bank formulates 
its system for loan concentration management. According to a recent survey in 
the US, the definition of credit concentration include the following (see "Lending 
Survey", Journal of Commercial Lending): 
• loans grouped together based on: 
size, industry, growth, and borrower. 
• loans with a common bond 
Some of the traditional prevalent categories are: 
• Time to Maturity 
Short-Term, Intermediate-Term, Long-Term. 
• Secured or Unsecured 
• Pricing Methods 
Fixed Rate, Prime-Plus, Prime-Times, Transaction Rate. 
• Geography 
• Wholesale Loans 
Commercial and industrial loans 
Loans to financial institutions 
Real estate loans 
In Hong Kong, the grouping of loans by economic sector (licensed banks) 
based upon recent data, revealed in the Hong Kong Monthly Digest of Statistics, 
is shown in table 2.1. 
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Table 2.1: Loan types bv economic sector 
LOAN TYPES Sept 1993 Percentage of 
($ million) Total loans (%) 
Manufacturing “ 68949 ^ H T 
Agriculture and fisheries 0-06 
Transport and transport equipment 48192 5.08 
Electricity, gas and telephone 10228 1.08 
Building, construction, property development and investment 166199 17.53 
Wholesale and retail trade 98821 10.42 
Mining and quarrying 529 0.06 
Miscellaneous 
Hotels, boarding houses and catering 16352 10.72 
Financial concerns 137157 14.46 
Stockbrokers 8413 0.89 
Professional and private individuals 
• to purchase flats in the Home Ownership Scheme and 22059 2.32 
Private Sector Participation Scheme 
• to purchase other residential property 191679 20.2 
• for credit card advances 10481 1.11 
• for other business purposes 29313 3.09 
• for other private purposes 49458 5.22 
All others 89871 9.48 
Loans and advances for use in Hong Kong# 948260 
# Excluding loans for trade financing 
Source: Hong Kong Monthly Digest of Statistics December 1993 
Risk Management in Commercial Banks 
As mentioned earlier, risk management is a key element in bank 
management. Banks accept risk in order to earn profits. In so doing, banks must 
recognize that there are different types of risk and that the impact of a particular 
investment strategy on shareholders depends upon the impact on the total risk of 
the organization. The major components include credit risk，liquidity risk, interest 
rate risk and fraud risk. 
Credit Risk 
It is the risk that the bank will not get its money back (or that payment will 
be delayed) from a loan or investment. A common practise in evaluating a loan 
request involves the so-called 5 Cs of credit. They are used to determine whether 
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the borrower can and will repay the loan, and the degree of risk associated with 
the loan. Risk, used in this context, refers to the likelihood of default. 
• Character - the personal characteristics of the borrower and attitudes about 
willingness to pay debts. 
• Capacity - the borrower's ability to pay debts. 
• Capital - the financial condition of the borrower. 
• Collateral - the pledged assets of the borrower. 
• Conditions. - the economic conditions. 
Other factors worth considering before granting a loan include the type of 
business requesting the loan and the composition of the bank's loan portfolio. 
Interest Rate Risk 
It is the risk that the market value of the asset will fall with increase in 
interest rates. For a commercial bank that promises to pay a fixed amount to 
depositors, any decline in the value of assets due to interest rate increases could 
have serious implications for the solvency of the organization. 
The interest rate fluctuation over the past several years in Hong Kong is 
quite large. Banks try to match their funding with their loans. Common tools 
include interest rate swaps and arbitrage. While recognising a certain degree of 
interest rate mismatching is a normal feature of the business of banking, the 
Commissioner of Banking is seeking to develop a formal approach towards the 
supervision of the interest rate risk exposures of institutions in Hong Kong. The 
Basle Committee has done some work in this area and on minimum capital 
requirements for the market risks run by banks in respect of their holdings of debt 
securities, equities and foreign exchange (see Annual Report 1992, the 
Commissioner of Banking HK). 
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Fig 2.2: Hong Kong Dollar Inter-bank Offered Rates fend of period) 
HK$ inter-bank offered rates 
(three inonthis rate) 
RATE (% ) 10 I 
i f ^ ： 
：陶 
0 
1 9 8 7 198 8 1 9 8 9 1 9 9 0 199 1 1 9 9 2 1 9 9 3 
YEAR 
Source: HK monthly digest of suitisiics Deccinbci； 1993 
Liquidity Risk 
It is the risk of being unable to turn an asset into cash (or being unable to 
borrow funds when needed) quickly with minimal loss. Given the large amount 
of bank deposits that must be paid on demand or within a very short period, 
liquidity risk is of crucial importance in banking. 
Liquidity needs arise from deposit withdrawals and loan demands. 
Liquidity management involves estimating future expected liquidity needs and then 
planning to meet those needs by converting assets to cash, or acquiring external 
funds. 
Historically, asset liquidity was the primary means by which banks met 
cash demands. Relatively large loan demands and deposit withdrawals were met 
by liquidating the near-money instruments in the money market. Other liquidity 
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needs could be covered by cash assets, including vault cash, bank deposits at other 
banks, and by converting accounts receivables and holdings of CD's in other 
bank's into cash. 
An alternative means of meeting cash needs is through "liability 
management". This involves the acquisition of deposit and non-deposit sources 
of funds to satisfy liquidity needs. Larger banks, with good credibility and better 
established network, that are active in the money market have a natural advantage 
over smaller banks in terms of their ability to cost-effectively raise funds through 
government funds, repurchase agreements, Eurocurrency deposits, and other types 
of purchased funds. Smaller banks often obtain fund in the money market through 
their larger correspondent banks. The amount of inter-bank lending is very large 
in Hong Kong (Appendix A.2). The primary advantage of liability management 
is that assets can be shifted from lower-earning money market instruments to 
higher-earning loans and longer-term securities. Greater asset diversification is 
also possible. 
Fraud Risk 
It is the risk that offices or employees will steal from the bank through 
falsifying records, self-dealing, or other devices. Many bank failures, especially 
at small banks, have resulted form fraud. 
In the US, a Federal Deposit Insurance Corporation study of bank failures 
by Flannery (1985) for 1971-82 period revealed that credit risk associated with 
defaults in the loan portfolio was the primary factor in 66 percent of large bank 
failures. Interest rate risk accounted for 14 percent of the cases. Liquidity and 
fraud each accounted for 10 percent of the failures. 
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Risk Management in International Banking; 
Foreign Exchange Risks 
The favourable geographical position of Hong Kong, which provides a 
bridge in the time gap between North America and Europe, together with strong 
links with China and other economies in the South-East Asian region as well as 
excellent communications with the rest of the world, have helped Hong Kong to 
develop into an important international financial centre. The absence of any 
restrictions on capital flows in and out the territory has also contributed to this. 
Loans for use outside Hong Kong have increased by a factor of four over the past 
six years (compared with a 200 percent increase in domestic loans, see Graph 
A.4). 
As an international financial centre, banks in Hong Kong tend to expose 
themselves to foreign exchange risk. The major components in this risk include: 
exchange rate risk, interest rate risk, credit risk, and country risk. 
Exchange Rate Risk 
When a bank buys more currency than it sells (open position), or it sells 
more than it buys (short position), exchange rate risk arises. Whenever there is 
a change in exchange rates, it can cause a profit or a loss when the positions are 
closed out. To limit its trading exposure in foreign currencies, a bank can use 
hedging techniques, impose dollar limits on positions in a currency, impose dollar 
limits on particular customers. 
Under the linked exchange system, the overall exchange value of the Hong 
Kong dollar, is influenced predominantly by the movements of the US dollar 
against other major currencies. Since the US dollar is widely accepted all over 
the world, banks in Hong Kong can construct their loan portfolio with a large 
portion of US dollar and reduce the exchange rate risk. 
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Interest Rate Risk 
Mismatches in the maturity structure of a bank's foreign exchange position 
give rise to interest rate risk. In addition to the methods used in managing 
exchange rate risk, swaps and arbitrage are common. 
Credit Risk 
Credit risk in foreign exchange transactions arises because it is possible that 
the counterparty (the other bank or broker) in the transaction may be unwilling or 
unable to meet its contractual obligations. Diversification of portfolios could 
reduce this exposure. 
Country Risk 
Country risk may be defined as a whole spectrum of risks arising from 
economic, social and political environments of a given foreign country having 
potentially favourable or adverse consequences for the profitability and/or recovery 
of debt or equity investments made in that country. 
International lenders use statistical indicators to help gauge country risk. 
The data for the indicators are published by the World Bank. Three commonly 
used indicators are the debt-service ratio, current deficit-export ratio and the 
interest-reserve ratio. Unfortunately, the data are often two or more years out of 
date by the time they are available. 
The extent of a country's risk exposure can be limited by placing dollar 
limits on investments in foreign countries or regions of the world. In addition, 
some foreign banks and central governments will guarantee both the principal and 
interest on certain risks. The International Monetary Fund provides useful 
information to bankers about assessing country risk. Country risk exposure can 
also be reduced through diversification of portfolios and setting lending limits. 
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Loan Diversification 
Portfolio management concepts propose that investors diversify their 
investments. One major thesis of portfolio theory is the need to consider each 
asset as part of an overall investment plan or strategy. Therefore, the risk of a 
asset can only be assessed in conjunction with other assets held in the same 
portfolio. Therefore, the risk of a portfolio depends not only on the risks of its 
assets considered in isolation, but also on the extent to which they are affected 
similarly by underlying events, (see Bennettt (1984)，Flannery (1985), Gulkowitz 
(1987)，Rose (1988), and Rose (1990) for an extended discussion in the context 
of lending) 
The above point is clarified with two examples. First consider a portfolio 
made up of two assets, A and B. The future returns of these assets under four 
possible outcomes, or future states of the world are shown in table 2.3. 
Tahle 2.3: Two assets with negative correlation among returns 
Economic State Probability (%) || Rate of Return (%) 
~1 1 Asst A Asset B Portfolio 
(60% A + 40%B) 
lo" ^ ^ 
" i “ 40~ 6.0 0.0 ^ 
^ 5.0 ^ 
20 -3.0 13.r 3.6 
Expected Return ^ ^ ^.60 
Standard ^ ^ 0.00 
Deviation of 
Return = = L = = = I 
The returns on both assets A and B vary substantially across different states 
of the economy. In isolation, these securities are very risky. When a portfolio 
with 60% of A and 40% of B is constructed, the return to this portfolio is the 
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same in all states of the economy. There is no risk to this portfolio. An 
examination of the returns on asset A and B reveals that whenever the return on 
A rises, the return on B falls, and vice versa. These two assets exhibit perfect 
negative correlation, which eliminates all risk from the portfolio. 
In the real world, it is unlikely that a portfolio composed of securities with 
perfectly negatively correlated returns can be constructed. A more likely situation 
is one in which the returns of individual securities tend to move in the same 
direction, reflecting underlying trends in the business environment. This case is 
shown in table 2.4. 
Table 2.4: Two assets with some positive correlation among returns 
Economic State Probability (%) Rate of Return (%) 
Asset A Asset C Portfolio 
(60% A + 40 %C) 
A 10 4.0 O 
B 40 ^ ^ 
30 ^ ^ 
^ 20 -3.0 ^ -1.8 
Expected Return ^ ^ 3.60 
Standard 3.41 4.05 2.96 
Deviation of 
Return I 
A portfolio made up of 60% A and 40% C shows some variation across the 
different states of the world. But the standard deviation of its return, or the 
dispersion of the portfolio's return around its expected value, is less than the 
corresponding values for either of the individual securities. Therefore, risk has 
been reduced for the portfolio. 
From the above discussion, four factors that affect risk in a portfolio can 
be identified: 
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• The performance of the individual assets in each of the possible states of 
the world. Many banks have their own strength in specific loan types. It 
is quite common that some banks adopt a "focused" strategy and 
concentrate their lending to specific lender groups. 
• The probabilities associated with each state of the world. For instance, 
some banks in Hong Kong have their loan portfolios highly concentrated 
in the residential mortgage area. Although the negative impact can be 
disastrous to the bank, the probability that the value of residential property 
market would fall beyond 30% is unlikely. 
• The share of the portfolio devoted to each asset. 
• The relationships among the returns on the individual assets. If the assets 
are highly negatively correlated, then the bank may choose to devote a 
smaller share in a "low-return" asset. The low-return asset is chosen 
mainly for the sake of risk diversification or minimizing loss at bad times. 
Since in a loan portfolio, there are more than two loan types, an 
"optimum" percentage would be the one that gives smallest variance on 
expected return. 
Typically, lenders strive for 3 types of diversification: by customer, by 
industry, and by geography. Lenders have been most successM in achieving 
customer diversification. Industry and geographical diversification have proven 
extremely difficult (see LeGrand, Jean E (1993)). 
Industry Diversification 
Banks can diversify their loan portfolio by engaging in different economic 
sectors. However, bankers should be aware that even when borrowers come from 
different industries, the trends of their earnings may bear more relation to each 
other than bankers may realize. As a result, they are susceptible to the same 
economic shock. For example, the strength of commercial real estate is largely 
dependent on the strength of the local economy. Assuming a bank has limited 
funding, it should choose the borrowers with less positive correlation on returns. 
An industry analysis can be used to identify risk concentrations and provide 
concentration limits thereby reducing lending exposure. This process could 
include assessing the potential riskiness of an existing asset mix, identifying 
specific factors and industries that may be considered higher risk or sources of 
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trouble, and developing an exit strategy to divest risky assets. 
Geographic Diversification 
Too high a concentration of loans in a geographic area could expose the 
bank to excessive losses if the geographic area suffered through prolonged 
economic hardships. Diversification of the portfolio by geography can reduce 
such risk. 
In Hong Kong, over half of loans and advances (licensed banks) is used 
outside Hong Kong (see table 2.5 or Fig 2.6). About two-thirds of the total loans 
were in foreign currencies. Banks engaged largely in international financing. The 
economic activities that affect bank loans are highly geographically diversified. 
TABLE 2.5: Loans and Advances analysed bv type (licensed banj^ ($ million) 
As at end of November 1993 HK$ Foreign Total % 
Currency 
To finance imports to and exports and re- 50305 48328 98633 3.5 
exports trom Hong Kong 
To finance merchandising trade not touching 2991 7882 10879 0.4 
Hong Kong 
Other loans for use IN Hong Kong 908750 180647 1089397 38.5 
Other loans for use OUTSIDE Hong Kong 14938 1575927 1590865 56.2 
Other loans where the place of use is not known 7083 35100 42183 1.5 
TOTAL LOANS AND ADVANCES 984073 1847883 2831956 100 
Source: Hong Kong Monthly Digest of Statistics, December 1993 
Is true diversification practical? 
The investment theory of diversification posits that investing in a wide 
variety of investments and limiting exposure in any one kind of investment makes 
a portfolio less subject to fluctuations in value. The investor is unlikely to make 





















































































In the US, bank regulators are requiring each bank to diversify its loan 
portfolio by avoiding concentrations in any one type of loan or to any one industry 
-especially commercial real estate. 
Robert D. Dickey, a principal of Dickey & Company，a bank consulting 
firm specializing in planning organization structure, and merger integration, 
argued that except for the largest banks, diversification actually increases risk 
within the individual bank. Diversification increases risk by making every lender 
a jack-of-all-trades, master of none. A lender with a portfolio of loans to many 
different industries does not have enough time to be knowledgeable about every 
industry. Without industry-specific knowledge, it is difficult to make good credit 
decisions.Furthermore, community bank is limited to its natural market and only 
if the local economy is diversified can the bank be properly diversified. However, 
all local economies are dependent on a limited number of companies, or economic 
engines. 
Loan Policies 
A loan policy is a set of rules and procedures designed to guide lending 
officers through the credit decision process. Written loan policies assist 
management in maintaining adequate credit standards, complying with regulations, 
insuring uniformity in lending decisions, and communicating the current credit 
strategy of the bank. 
A bank gains several important advantages by having a well-written loan 
policy. First, lending officers are provided with a uniform set of standards and 
procedures for making credit decisions. Second, customers are better served 
because loan officers can exercise their judgments in a timely manner without the 
necessity of constant referrals to top management. Moreover, by delegating 
lending authority, senior management can direct its efforts to the overall planning 
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functions. Finally, the existence of written policies helps to prevent a situation 
that has arisen in some small institutions where all standards and procedures die 
with the chief executive officer. 
On the other hand, a too rigid implementation of loan policies can impair 
flexibility and stifle the initiative and imagination of lending personnel. It is 
because when faced with marginal loan applicants, loan officers will be left with 
practically no room for judgement. For this reason, loan officers should be 
encouraged to actively participate in the monitoring of lending operations. The 
board of directors should review the entire loan policy at least annually and under 
volatile conditions more often. The results from our survey indicates that banks 




This study primarily uses a mail survey for data collection. A 
questionnaire consisted of two pages was sent to 160 licensed banks in Hong Kong 
as defined through the "Business Directory of Hong Kong 1994". They were 
addressed to the chief loan officer, or to the general manager (vice president, chief 
executive etc.) by name, according to the information as provided by the 
Directory. 
Many licensed banks or deposit taking organizations are subsidiaries or 
affiliates of some licensed banks. Licensed banks form restricted licensed banks 
or deposit taking organizations in order to escape from the inter-bank agreement, 
especially to release restrictions on interest rates. It is expected that the 
subsidiaries would have very similar loan policies to their parent companies. In 
order to eliminate duplicate response from the same bank group, questionnaires 
were not sent to restricted licensed banks and deposit taking organizations. 
The construction of the questionnaire for this project was partly the result 
of a search of the existing literature, partly based on information obtained from 
preliminary interviews with some bank executives (Mr David Lai, former loan 
officer in Hongkong Bank). A similar survey was carried out in the US in fall 
1992，the result of which can be compared with our findings. The questionnaire 
was then reviewed with the project instructor, Dr McGuinness. Additional 
% 
questions were included to cover foreign exchange issues. 
The final questionnaire, consisted of five major questions (questions number 
5 to 9, appendix A.5), covering issues on loan diversification policies, 
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diversification strategies，risk control methods，foreign exchange exposure, and the 
bank's concern about diversification. 
Together with the questionnaire, every banker received a covering letter 
explaining the survey, and a stamped return envelop. Most questionnaires were 
received within three weeks. A total of 24 responses were received (15 percent 
response rate). The response rate is considered as normal. From a study carried 
out by our MBA students (Eric Yeung，Ruby Ching and Ronald Fong under the 
surpervision of Dr Alan Tse) in Fall 1992，for example, it was found that the 
response rate is about 10 percent for questionnaires not addressed to specific 
person, and 20 percent for questionnaires addressed to specific individuals. From 
telephone conversations with two bank executives, the questionnaire was found to 
be somewhat detail and require some thinking before respondents can answer. 
Due to the anonymity guaranteed in this survey, the respondents are not identified 
here. The following respondents were willing to disclose their identity: 
Sumitomo Trust (Assistant Manager, Loans and Credit Department), KDB Asia 
Ltd (Managing Director), Banco Santander (Corporate Finance Manager), DKB 
Asia Ltd (Manager, Operations). 
The questionnaire mainly asked the opinion of respondents on various loan 
policies and strategies. This is a subjective measure, and the results can vary in 
the same bank when different personnel are involved in the study. The relative 
small sample size, with a high proportion of Japanese banks (25 % of responding 
banks) and low response from British and PRC banks, may result in a bias of 
opinions obtained. In addition, the questionnaires were only sent to licensed 
banks. Restricted licensed banks and deposit taking organizations, which also 
played an important role in issuing loans (about 10 percent of loans used in Hong 
Kong), could have different policies on loan diversification. 
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Chapter 4 
FINDINGS AND DISCUSSIONS 
Findings and discussions are presented in this section. In addition, our 
survey results are partly compared with a similar survey which was conducted in 
the US during the fall of 1992 by Robert Morris Associates. That survey (quoted 
as RMA survey in subsequent sections) had 19 responses from 51 mailed surveys. 
(See Journal of Commercial Lending, December 1992) 
Respondent Profile 
As indicated in table 4.1, all respondents are at very senior position in their 
banks. Since the survey focuses on strategic issues of bank policies，those who 
are at senior levels would more likely to respond promptly. This reduces the 
degree of bias on the survey result. 
The sample represented a wide range of banks with different country or 
region of beneficial ownership, with Japanese and European banks dominate the 
sample. A breakdown of various respondents is shown in the table 4.2: 
Bank size can be an important variable since larger banks have different 
concerns and strength in comparison with smaller ones. About 60 percent of the 
respondents in this survey have an asset size of over HKDIOO billion. The 
breakdown of respondent banks by size is shown in table 4.3 and Fig 4.3. 
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Table 4.1: Job title of respondents 
Type of Bank Job Title 
Japanese Assistant General Manger 
Chief Accountant 




General Manager (3) 
Chief Credit Officer — 
Local Chinese Chief Executive 
General Manager 
Manager (2) 
Canadian Vice President, Asia 
Vice President 
American Vice President (2) 
Korean Managing Director 
British Regional Manager 
jj^ dian Chief Executive Officer 
Others General Manager (2) 
Table 4.2: Breakdown of respondent banks bv country of origin 
‘ Number responding Percentage of 
total responding 
Japanese ^ 
European 5 ^ 
Local Chinese 4 17 
Canadian 2 ^ 
American ^ 
British 1 i_ 
Korean ]_ 
Indian \ 
PRC Chinese 0 0 
Others 2 ^ 
































































































































Table 4.3: Breakdown of respondent banks bv size 
Size of banks (HK$) Number Percentage of total 
responding 
$1 to $10 billion 3 12,5 
$10 to $100 billion 5 20.8 
$100 billion and greater 58.3 
unclassified 8.3 
Total 24! 
Some banks have a policy of not responding to private surveys. Since 
policies can be a very sensitive issue, some banks kindly write back to us saying 
that they are not willing to respond to our survey (eg. "no information available", 
"don't know")。For those banks with strong caution of not disclosing loan policies 
and do not respond to our survey, they could have different policies. The non-
respondents increase the risk of sampling error in our study. 
Existence of formal loan diversification policies 
Although a bank may have proper loan diversification policies, there may 
not be explicit written documentation on these loan diversification policies. For 
banks with a well written loan policy, they benefit by being able to maintain an 
adequate standard in loan concentration. 
Among the 24 responding banks, 83 percent (20 banks) said that they had 
a formal policy in reducing loan concentration. They have formal documentations 
stating objectives for loan diversification and setting limits on customers, products 
etc. The RMA survey had a similar result, with 14 respondents answered that 
policies had been developed (74 percent). 
For those banks without a formal documented policy, they would find it 
very difficult to answer many of the questions. On the other hand, all 
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respondents are at very senior positions in their banks, and it is expected that those 
who did not respond are also senior level managers, who should have a fairly 
clear understanding of their loan diversification policy. Therefore, despite the 
small sample size, it is quite safe to conclude that the sample is still representative. 
We can conclude that loan diversification policies are common in the industry. 
Credit Conrentration Policy 
The next question (question number 5) in the questionnaire examines the 
bank's loan concentration policies and objectives. Identification of objectives is 
very important to a bank as this governs the bank's diversification strategy and 
provides guideline for effective loan decision. Uniform policies facilitate the 
consistent evaluation of loan application and achieve its risk/return preferences. 
On the other hand，absence of such uniform policies mean evaluation of loan 
application would depend on the lending philosophies of individual officers. 
The respondents, on a 4-point scale (1 二 very important, 2= important, 3 = 
unimportant, 4= does not apply (appears as ”0" in the questionnaire)), were asked 
to indicate the perceived importance of six commonly identified objectives/goals 
in the construction of loan diversification policies. The ranking of these objectives 
are shown in table 4.4. 
Table 4A: Ohiectives in loan diversification policies 
R a n k i n g F r e q u e n c y MEAN Std 
一 Error 
1 2 3 4 
1. limiting risk and credit losses 22 1 1 0 1.125 M2 
2. identification of potential risk or loss trends 15 8 1 0 1.417 .119 
3. achieving profit goals 3 17 4 0 2.042 .193 
4. meeting portfolio management goals 7 12 3 2 2.125 .112 
5. strategic growth 5 10 9 0 2.167 ,155 
6. improving liquidity | 3 14 6 0 2.208 [ .147 | 
{Remark: 1= veiy important 2= imporlanl 3= not imporlanl 4= does not apply) 
From the sample, we can see that the most important objectives in loan 
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diversification are risk related. Bankers strive to limit both existing and potential 
risk. The second most important objective is to achieve profit goals. From an 
investment point of view, the ratio on return to risk is the performance indicator 
on the loan portfolio. Surprisingly, meeting portfolio management goals is at a 
low rank (mean= 2.13). Some respondents also put assisting clients as a very 
important objective. 
The RMA survey also showed similar criteria in loan diversification 
objectives. However, meeting portfolio management goals tend to be the most 
important objective in the US banks. 
To some extent, the comparison shows that loan officers in Hong Kong 
tend to focus on risk and profit associated with individual loans. In the long run, 
over-emphasis on risk on individual loans could be dangerous since from the 
bank's perspective, risk (profit) should be measured as the total risk (total return) 
of the loan portfolio. 
T.oan Diversification Strategies 
As anyone who has worked on the issue of risk concentration can 
appreciate, the development of a method to diversify is quite different from a 
policy discussing diversification objectives. 
Question number 6 in the questionnaire examines the common 
diversification methods in Hong Kong. The respondents, on the same 4-point 
scale, were asked to indicate the perceived importance of the various common loan 
diversification methods in their banks. The ranking of these methods are shown 
in tale 4.5. 
Among the various loan diversification methods, setting borrower limits 
was given the highest ranking. This could be a common practise in the industry 
as customer diversification is usually easy to achieve. This also gives very explicit 
/ 
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guideline to loan officers, and it is easy to use. 
Table 4.5: Loan Diversification Strategies 
Ranking Frequency MEAN Std 
Error 
1 2 3 4 
1. borrower limits 15 " 2 1-583 .190 
2. segmenting the portfolio,setting limits by 7 12 3 2 2.000 .18A 
segment __ 
3. setting reduction targets when appropriate 7 8 6 3 2.208 .2{m 
4. pricing 2 17 3 2 2.208 .147 
5. expanding into new markets 2 15 6 1 2.250 A3S 
6. stress tes^ 0 5 12 7 3 083 . 46 
7. product limits 0 3 15 6 3.125 .125 
8. asset sales | 0 3 14 7 3.167 .130 
(Remark: 1= very imporlant 2= imporlant 3= not important 4= does not apply) 
Setting limits by segment in the loan portfolio is the second most important 
method. Its philosophy is similar to borrower limits. However, this is slightly 
more difficult to implement. First, the definition of segments is difficult. Second, 
a loan officer needs to spend much more effort in integrating his client's loan with 
the whole portfolio of the bank. 
It is not very common for banks to use price in managing their loan 
concentration (mean=2.208: not very important). Only 8 percent of our 
respondents consider it as very important. The role of pricing can be compared 
with the concept of buying insurance. Increase the price on loans does not reduce 
the absolute risk of the loan portfolio. However, the profit on loans is increased 
(third important objective in loan diversification). In effect, the return/risk ratio 
is decreased. 
In analyzing the importance of "expanding into new market" as a 
diversification method, it is surprising to find that banks place this method at a 
low rank (rank 5: mean: 2.25, not very important). Given the rapid growth in 
loans over the past six years in Hong Kong (400 % increase in loans used outside 
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Hong Kong, 200 % increase in loans used in Hong Kong, over the period 1988-
1993 (beginning of period))，one would expect discovery of new markets as an 
important strategy to maintain long-term growth. However, only 8 % of the 
respondents considers expanding into new markets as a very important method of 
diversification. There are several factors attributed to this phenomena. First, 
expanding into new markets require a lot of resources, both financial and human 
as well as other intangible assets. Second, it is difficult to get a license as a 
financial institutions. Third, in order to maintain a market leader position in its 
own strategic segments, a bank need to devote itself into these segments in a 
rapidly growing, highly competitive environment. Additionally, the return on new 
markets would be low. This would reduce a bank's total return and hence its 
return/risk ratio. From a loan diversification point of view, small banks would be 
less tempted in entering new markets in a local context as local economies is 
usually highly correlated. The mere diversification of loan portfolio in the local 
economies may not be able to reduce the total risk, but the immediate return. 
Large commercial banks should take this as an opportunity both for loan 
diversification and growth. 
It seems that bankers are quite reluctant to set limits on their individual 
product (rank number 7: mean 二 3.125> an unimportant method). This could be 
due to the highly competitive environment in the industry. Bankers must maintain 
and increase their market share in their high quality products. 
The US RMA survey revealed that setting limits by segment is the most 
common method in diversification. US banks tend to focus more on portfolio 
management rather than individual customers. The ranking of other methods 
follows a similar trend as that in Hong Kong. 
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ronrpntration Control 
Question number 7 addresses similar issues about diversification methods. 
It provides more information about risk control techniques at an operational level. 
The respondents, again, on the same 4-point scale, were asked to indicate the 
perceived importance of the various common risk control methods in their banks. 
The ranking is shown in table 4.5. 
Table 4.6: Risk Control in Loan Concentration 
Ranking “ Frequency MEAN Std 
一 Error 
1 2 3 4 
1. tighter approval requirements 11 12 1 2 1.^5 .J二 
2. educating officers and borrowers 10 8 4 2 1.917 
3. use of concentration limits 7 10 5 2 2.083 .190 
4. identify high borrower concentrations to 3 15 4 2 2.208 .159 
institute reductions 
(Remark: 1= very imporlanl 2= important 3= not important 4= does not apply) 
The most common risk control technique is through tighter approval 
requirements (mean= 1.6)，and educating officers and borrowers (mean: 1.9). 
This two risk control methods can help monitor individual loan return/risk. 
Assuming banks have limited funding, this implies that banks demand high quality 
loans. Credit risk would be a bank's major concern. 
The use of concentration limits is ranked less important than the previous 
two methods. Only 13 percent respondents ranked institute reductions on high 
borrower concentration as very important. These two methods monitor risks of the 
loan portfolio by considering the loans together. They serve as indicators of how 
much funds should be allocated to different loan types desired in a portfolio such 
that the total risk is reduced at a comfort level. 
An analysis of response to this question of the banks by country of origin 
found that European and Japanese Banks tend to emphasise on tighter approval 
requirements and education. 
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Compared with the survey results in the US, it is significant that banks in 
Hong Kong tend to emphasise on tighter approval and education, while US banks 
focus on concentration reduction. Again, the results indicate that US banks 
emphasise on portfolio management, and banks in Hong Kong tend to focus on the 
quality of individual loans. 
Currency risk 
Exchange risk represents the volatility of one currency's value against the 
value of another currency. The currency factor is not a purely foreign investment 
risk element. Some of the major factors affecting currency fluctuations are 
inflation, interest rates, government control and political factors. 
Internationalization increased dramatically in the 1980s despite high exchange rates 
and high interest rate volatility. Because of risk management techniques, the 
increased volatility has not inhibited capital mobility or performance. 
Question number 8 addresses issues about vehicles in managing FOREX 
exposure. The respondents, again, on the same 4-point scale, were asked to 
indicate the perceived importance of using the various common currency markets. 
The ranking is shown in table 4.6. 
Table 4.7: Vehicles in managing currency risk 
Ranking “ Frequency MEAN Std 
Error 
1 2 3 4 
1. currency SWAP market 7 16 1 0 1.750 .109 
2. currency Forward market 6 10 2 6 2.333 -231 
3. currency Futures market 0 2 7 15 3.542 A34 
4. currency Options market | 0 2 7 15 3.542 .134 
(Remark: 1= very important 2= important 3= not important 4= does not apply) — 
Among the various currency markets, there is strong indication that 
currency SWAP market is the most common hedging vehicle. The uncommon 
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currency markets on Futures and Options could be partly attributed to the fact that 
Futures and Options markets are not well developed in Hong Kong and Asia. 
Banks also try to match its loan requirement through its funding source at the same 
currency. 
Since currency hedging incurs additional costs, a key question facing the 
bank is whether this inherent currency factor is as large as to offset the benefits 
of international diversification. 
Ciirrencv composition of loan portfolio 
Among the returned questionnaires, this question failed to generate as high 
a response rate than the other questions. Among the usable responses, most banks 
hold more than 50% US dollar, with about 30% HK dollar, the remaining consist 
of other currencies, mostly the currency of the country of origin of the bank. 
The response from Canadian banks is more complete (100% response rate 
among respondent Canadian banks, questionnaire not fully completed). They both 
hold 20% Hong Kong dollar in their loan portfolio and asset. The remaining 
currencies are in US dollar and Canadian dollar. There are three response from 
Japanese banks (out of six). There are only US dollar and Japanese Yen in their 
loan portfolio, with variety of currencies in their assets and revenues. 
The high proportion of US dollar in bank's loan portfolio and asset is due 
to the linked exchange system. The overall exchange value of the Hong Kong 
dollar，is influenced predominantly by the movements of the US dollar against 
other major currencies. In addition, US dollar is widely accepted, so the currency 
risk is minimized. 
Respondents' Opinion 
The two-page questionnaire is concluded by an open-ended question where 
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respondents are asked to comment on the loan diversification policies of major 
banks in Hong Kong. Many respondents think that credit concentration in 
property related loans is serious in Hong Kong. In fact, it constitutes 40 per cent 
in the loan portfolio of the banking sector of major banks (in terms of total loans 
for use in Hong Kong in September 1993，Hong Kong Monthly Digest of Statistics 
December 1993). Local banks are very reliant on real estate lending. The growth 
of mortgage lending remains very high (14 to 35 per cent) over the past several 
years. With current low interest rates and continued expansion in Hong Kong, the 
Commissioner of Banking urged authorised institutions to maintain their cautious 
lending policies. 
With Hong Kong's economic development highly related to property 
development, it would be difficult for banks to diversify their property related 
loans. In fact, this segment provides a high return and small risk in the past 
several decades. However, with increased speculation in the property market over 
the past five years, the price of some residential blocks have been increased by 
more than six times, it could be disastrous to banks if the property market collapse 
(as in 1981). In spite of this situation, it would be difficult for banks to diversify 
in a short period of time. This is because the local economies largely depend on 
property development. For large international banks, they could diversify their 
loan portfolio by diversifying their loan portfolio to other countries. As for banks 




Although the sample size of our survey is small, there is strong indication 
that loan diversification policy is commonly practised in the industry. This 
indicates that the banking industry in Hong Kong has been progressing into the 
mature stage in product development cycle. 
From the results of the survey, it is clear that the process of loan 
diversification in Hong Kong tends to focus on managing the credit quality of 
individual loan rather than loan portfolio management. Bankers emphasise on 
limiting risk on individual borrowers and tighter approval requirements. The 
process would better be improved by an analysis of the dynamics of the loan 
portfolio under a variety of economic scenarios. Bankers in Hong Kong should 
pay more attention on the long-term growth of their banks instead of focusing on 
the straight and direct observance of the loan approval policy issued by their 
banks. 
The RMA survey conducted in the US provided a comparison of loan 
diversification between the US and Hong Kong. It is evident that portfolio 
management is more prevalent among banking industry in the US than in Hong 
Kong. Total growth of an organisation depends largely on its planning, bankers 
in Hong Kong should have a long term outlook and manage the risks in their loans 
as the total risk of their loan portfolio. 
Banking industry in Hong Kong is generally perceived to have ample 
growth opportunity. The amount of loans to customers outside Hong Kong has 
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an increasing trend over the past six years. The percentage of loans outside Hong 
Kong increased from 35 percent of total loans to customers in 1989 to about 60 
percent in 1992 (end of period). In today's competitive banking environment, 
expansion is unavoidable for banks to sustain long-term growth. Expansion comes 
in different forms as internationalization becomes an important buzz word, banks 
must not ignore the opportunity of growth by expanding into new markets. 
Though geographic diversification is difficult for some banks (eg. problem of 
getting licenses), some forms of expansion is still possible. Together with the 
expected economic growth in Asia, geographic diversification should be on the top 
list of the bankers' agenda. 
APPENDICES 
« 
Table A.l Balance Sheet: All Authorised Institutions 
r i ^ ^ 1 1 9 9 2 (end of period 
(HK$bn) 
“ “ ” “ HK$ F/Cy Total 
Loans to customers ^ I S 
Inside Hong Kong 7巧 二 
Outside Hong Kong U I,4W lA^i 
Others 
Interbank lending I f ^^ f^ 
Inside Hong Kong 二 ； 
Outside Hong Kong ^ _ _ 2 ’ 1 4 7 2,2W 
Negotiable certificates of deposit i i — 
Bank acceptances and bank bills of exchange I — 
； — ‘ 5 78 83 
FRN and commercial paper 」 
79 139 211 
Securities and investments if 
‘ 41 78 119 
Other assets 
~ ‘ “ ^ Total assets 1,295 4,435 5,730 
Source: Annual Report of the Commissioner of Banking for 1992 









































































































































































































































































































































































































































































































































































































































LOAN AND ADVANCES ANALYSED BY CURRENCY 
DENOMINATIONS 
3000 Billions 
2 5 0 0 :.二.：；^::_;梦" 
2000 绝 ^ 
1500 
1 。 。 。 [ ； 
^ ^ ^ ^ ^ ^ ^ 
5 0 0 ； 
% 8 8 1989 1990 1991 1992 1 9 9 3 
^Foreign Currency 繊;$:TOTAL 
Source: Hong Kong Monthly Digest of Statistics January 1994 
APPENDIX A.4 











^1987 1988 1989 1990 1991 1992 
YEAR 
働Inside HK «38s»Outside HK 
Souroi?: Ammai Repoil 1992, fhe Commissioner ofBiinkiag Hong Kong 
APPENDIX A.5 QUESTIONNAIRE SAMPLE 
Survey on credit concentration and loan diverfiification policies P^^^ ^ 
The purpose of this survey is to determine your opinions regarding your bank's loan policies. Please 
spend a few minutes to complete the questionnaire and feel free to give any comments. 
1. Is your bank a local bank? 
—Yes — No 
2. Which type of bank is your bank? 
British 一 PRC Chinese — Local Chinese — European(other than British) 
__ American __ Japanese — Others: 
3. What is the size of your bank? 
_ Upto HK$lbillion 
—$1 to $10 billion 
—$10 to $100 billion 
—$100 billion and greater 
4. Does your bank have any formal policy to reduce loan concentration? 
—Yes — No 
Please rank the relative importance of questions 5 to 8, 
Circle 1 if the item appears to be very important， 3 if the item appears to be not important, 
2 if the item appears to be important, 0 if the item does not apply to your hank. 
5. How important are the following objective(s)/goal(s) in the construction of your bank's loan 
diversification policy? 
1 2 3 0 meeting portfolio management goals 
1 2 3 0 limiting risk and credit losses 
1 2 3 0 identification of potential risk or loss trends 
1 2 3 0 achieving profit goals 
1 2 3 0 improving liquidity 
1 2 3 0 strategic growth 
1 2 3 0 others (please elaborate) 
6. How important are the following in your loan diversification? 
• 1 2 3 0 segmenting the portfolio, setting limits by segment 
1 2 3 0 setting reduction targets when appropriate 
1 2 3 0 borrower limits 
1 2 3 0 stress tests 
1 2 3 0 pricing 
1 2 3 0 asset sales 
1 2 3 0 product limits 
1 2 3 0 expanding into new markets 
1 2 3 0 other methods (please elaborate) 
Survey on credit concentration and loan diversifirfition policies —P:巧？ 
Circle 1 if the item appears to be very important, 3 if the item appears to be not importara, 
2 if the item appears to be important, 0 if the item does not apply to your bank. 
7. How do you control your risk? 
1 2 3 0 through the use of concentration limits . 
1 2 3 0 by identifying high borrower concentrations to institute reductions 
1 2 3 0 through tighter approval requirements 
1 2 3 0 by educating officers and borrowers 
1 2 3 0 other methods (please elaborate) 
8. How do you manage Foreign Exchange Exposure in loans? 
1 2 3 0 through the currency SWAP market 
1 2 3 0 through the currency Forward market 
1 2 3 0 through the currency Futures market 
1 2 3 0 through the currency Options market 
1 2 3 0 others (please elaborate) 
9. Please describe your bank's matching of currencies between assets and loans by filling in the 
box below: 
I Currency Approx. || Approx. Ap^rox. 
percentage in your percentage in your percentage in your 








10. What do you think the loan diversification policies of other major banks in Hong Kong are? 
11. What is your job title? 
Please feel free to give any comments (on additional sheets, if necessary). . 
If you would like to receive a copy of the results of this survey, please enclose your business card. 
*** Thank you for your time and support *** 
APPENDIX A.6 
Summary of survey results 
Question 5 
Frequency MEAN Std Error 
1 2 3 4 
1. limiting risk and credit losses 22 1 1 0 1.12S ,092 
2. identification of potential risk 15 8 1 0 1.417 .119 
or loss trends ^^ 3. achieving profit goals \ 2 '^12 
4. meeting portfolio management goals 7 12 3 2 til 
5. strategic growth ^ 10 9 0 2.167 .155 
6. improving liquidity 丨 3 14 6 0 丨 2.208 丨 . 1 4 7 || 
Question 6 
Frequency MEAN Std Error 
1 2 3 4 
1. borrower limits ^ ^^ ^ ^ ^ 1-583 .190 
2. segmenting the portfolio,setting 7 12 3 2 2.000 .181 
limits by segment ^ „ - _ � � n Q onft 
3. setting reduction targets when 7 8 6 3 2.208 •zuis 
appropriate 2 17 3 2 2.208 .147 
k ^xp^nSfng into new .arrets 2 15 6 1 2 二 ；！-
6. stress tests n ^t L 3 125 125 
7. product limits ^ � � s i f e v ： 130 
8. asset sales I u j 丄h / | 
Question 7 
Frequency MEAN Std Error 
1 2 3 4 
1. tighter approval requirements ] l V H i 'Itl 
2. educating officers and borrowers 10 8 4 2 1^911 
3. use of concentration limits ^ 10 5 2 2.083 .130 
4. identify high borrower 3 15 4 2 2.208 .159 
concentrations to institute reductions I I I 
Question 8 
Frequency MEAN Std Error 
1 2 3 4 
1. currency SWAP market ^ ^^ ] ° '2T1 
2. currency Forward market 6 10 2 6 2.333 -231 3. currency Futures market ° ^ 7 15 3.542 • 工 
4. currency Options market 0 2 7 15 3.542 . i-i^  
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